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2. 
SRI LANKA: KEY ECONOMIC INDICATORS 


Population (mid-1988): 16,586,000 
Area: 65,607 sq km 
Per Capita GDP (1988): $375 


1989 
1987 1988 Proj. 


Domestic Economy (Rupees Millions) 


GDP at Current Factor Costs i777, F342 203,516 237,000 
Fixed Capital Formation 45, 752 50,860 55,000 
GDP at Constant 1982 Factor Costs 115,922 119,050 121,000 
Real GDP Growth Rate (%) iS Sat 1.3 


Money, Prices and Government Finance 


M2 Growth Rate (%) 
Retail Price Index (% Change) 
Government Deficit (% of GDP) 


Balance of Payments ($ millions) 


Exports 1,397 1,475 1,540 

To United States 282 367 370 
Imports 2,044 2,236 2,440 

From United States 114 153 160 
Trade Balance -647 -763 -900 
Current Account Balance -343 -435 -600 
Direct Investment 57 54 55 
Foreign Aid (Grant and Loan) 489 566 550 

From U.S. 38 40 45 
External Debt (Year End) 4,921 5,109 6,000 
Debt Service 493 547 650 
Official Reserves (Year End) 300 239 200 
Avg. Exchange Rate (RS. per $) 29.44 31.81 34.00 


Main imports from the United States (1988): wheat ($75 million), 
aircraft and aircraft parts ($14 million). 

Main exports to the United States (1988): textiles and garments 
($292 million), tea ($12 million). 


Sources: Central Bank, Customs, Embassy estimates 





SUMMARY 


The Sri Lankan economy recovered somewhat in 1988 from the 
depressed conditions of 1987. Agriculture led the recovery, with 
rice, tea and rubber all experiencing production gains. 
Manufacturing, including the important textile subsector, had a 
good first half, but did less well in the second half of 1988 when 
strikes and other forms of social unrest disrupted economic 
activity. Both the trade balance and the current account 
deteriorated. Foreign exchange reserves continued to dwindle, 
despite an injection of funds from an IMF Structural Adjustment 
Facility (SAF), concluded in February 1988, and increased 
disbursements of foreign assistance. The government’s budget 
deficit grew as a proportion of GDP’s and monetary growth remained 
high. Unfavorable weather conditions and political violence have 
depressed growth during the first half of 1989. Inflation is a 
growing concern. 


Relations between Sri Lanka and the United States are cordial. In 
1988, the United States ranked first among Sri Lanka’s markets and 
second among its suppliers. Sri Lanka offers a modest but growing 
market for U.S. products. The government welcomes foreign 
investment, and new business ventures are being undertaken, despite 
the unsettled security situation. 


PART A - CURRENT ECONOMIC SITUATION AND TRENDS 


POLITICAL SETTING: Sri Lanka is a parliamentary democracy with a 
strong executive presidency. The current government was elected in 
1989 on a platform which emphasized poverty alleviation. It also 
promised to continue the economic liberalization efforts of the 
previous government. Its record during its first few months in 
office has been mixed: government controls have been tightened in 
some sectors of the economy and loosened in others. The new 
government continues to encourage foreign investment. 


Sri Lanka’s ethnic conflict dominates the domestic political 
scene. In June 1987, the Governments of Sri Lanka and India 
concluded an accord for the cessation of hostilities between the 
Sri Lankan Government and Tamil separatists. Despite the presence 
of a large Indian peacekeeping force, the security situation in 
much of northern and eastern Sri Lanka remains unsettled. In 
addition, the Janatha Vimukthi Peramuna (JVP), a small but violent 
Sinhalese extremist movement, has become increasingly active in 
other parts of the island. Internationally, Sri Lanka follows a 
policy of nonalignment. U.S.-Sri Lankan relations are cordial. 
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Recent Economic Performance: Economic performance in 1988 
recovered somewhat from the depressed conditions of 1987, with real 
GDP growth increasing to 2.7 percent. The following table presents 
growth statistics by sector during 1987-88. All figures are 
percentage changes in output over the preceding year: 


1987 1 


\o 
0 
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Agriculture, Forestry & Fishing 
Mining and Quarrying 
Manufacturing 

Construction 

Services 

GDP 
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Source: Central Bank 


Production of rice, Sri Lanka’s staple cereal, increased 
strongly in 1988 from the drought-affected harvest of 1987, but 
remained about 7 percent below the peak level obtained in 

1985. Yields per hectare declined on average while the acreage 
sown increased. Drought, as well as terrorist activities 
during planting, also hit the spring 1989 crop, reducing it an 
estimated 15 percent below normal. Output of other 


agricultural staples has also been affected by unfavorable 
weather conditions. 


In the plantation sector, tea output grew strongly in 1988, 
falling just short of a record. Tea prices also rose, but not 
high enough to cover Sri Lanka’s average cost of production 
according to World Bank estimates. Bad weather and other 
factors have depressed tea output during the first half of 
1989, with production down about 15 percent from the same 
period last year. Rubber output increased marginally in 1988 
and higher world prices led to a significant increase in export 
earnings from this subsector. Coconut production declined for 


the second year in a row, and export earnings continued to 
decline, despite higher prices. 


Output in the manufacturing sector increased by about 5 percent 
in 1988, despite a 1 percent drop in production by state-owned 
enterprises. Garments and textiles, with 12 percent growth, 


and metal products, with 11 percent growth, showed the largest 
gains. 


Performance in the remaining sectors of the economy was mixed. 
Construction remained depressed. The transport sector was 
dealt a major setback by civil disturbances which resulted in 





5. 


being damaged or destroyed, 609 busses and a smaller amount of 
railway equipment. The power and telecommunications networks 
also experienced damage from political violence. Output in the 
mining and quarrying subsector grew strongly, however, thanks 
to continued expansion in gem mining. Retail and wholesale 
trade experienced another year of steady growth. 


Balance of Payments: Exports increased in 1988, but not by 
enough to offset the growth of imports. Both the trade and the 
current account deficit deteriorated. The value of Sri Lanka’s 
two top foreign exchange earners, garments and tea, increased 
by 10 and 15 percent respectively in rupee terms. Rubber 
recorded a 27 percent increase, but coconut exports dropped by 
28 percent, continuing a two-year decline. The value of gem 
exports increased 43 percent, though the size of this industry 
remains small (about $65 million). The value of textile 
imports -- most of them used for the manufacture of export 
garments -- increased last year, but the cost of petroleum 
imports declined thanks to lower world oil prices. Remittances 
from Sri Lankans abroad made an important contribution to the 
balance of payments again in 1988, but continued a four-year 
decline, falling by 3 percent. Tourism and direct investment 
were moribund, but income from transportation services, mainly 
the port of Colombo, increased significantly. Debt service 
payments were 29 percent of export and service receipts. 


The following table presents trade statistics by sector for 
1988. All figures are in millions of rupees: 


Exports Imports 


Textiles & Apparel 14,260 Textiles & Apparel 
Tea 12,299 Petroleum 

Rubber 3,706 Machinery & Equip. 
Minor Agri. Products 2,561 Wheat 

Petroleum Products 2,265 Fertilizer 

Gems 2,070 Chemicals 

Coconut 1,538 Transport Equip. 
Other 8,229 Other 


TOTAL EXPORTS 46,928 TOTAL IMPORTS 


Source: Central Bank. 


The direction of Sri Lankan trade remained unchanged in 1988. The 
United States and Japan strengthened their positions as Sri Lanka’s 
number one market and supplier respectively. 
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Foreign exchange reserves contracted for the fourth straight 
year. The deteriorating current account, a reduction in net 
capital flows to the private sector, and increased amortization 
payments on official debt were factors behind the decline. The 
level of reserves at the end of the year was sufficient to 
finance about 2 1/2 months of imports. 


The rupee continued to depreciate in nominal terms against the 
dollar and other major currencies in 1988. However, when 
inflation differentials are taken into account, Sri Lanka’s 
currency appreciated against that of its major trading 
partners. The real effective exchange rate (REER) for the 
rupee appreciated by 5.3 percent. 


Investment: Domestic capital formation rose 8 percent in 
nominal terms in 1988. As has been the trend in recent years, 
capital formation by central and local governments led the 
growth. Foreign direct investment increased marginally in 
rupee terms, but declined when measured in dollars. 


Budget: Overall budgetary performance deteriorated in 1988 as 
the deficit before grants increased to 21 percent of GDP. 
Government expenditures grew and revenues declined as a 
percentage of GDP. In addition, capital expenditures decreased 
while current expenditures increased. One factor behind the 
worsening fiscal situation was the increase in social unrest 
during the last half of 1988. The unsettled conditions 
hampered revenue collection and added to security outlays. 
Total official debt rose to 223 billion rupees, equivalent to 
110 percent of GDP, by the end of the year. 


The following table presents government fiscal operations as a 
percentage of GDP. 1988 figures are provisional; 1989 figures 
are estimates: 


1987 1988 1989 


Revenue Zo 25 
Expenditure 40 44 44 
Defense 6 4 
Debt Service 9 10 
Deficit 15 19 
Domestic Finance 7 9 
Foreign Loans and Grants 8 10 


Source: Central Bank; Government Budget Projections. 
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Money and Prices: A substantial expansion of the money supply 
occurred in 1988. Broad money (M2) grew at a 16 percent rate, 
fueled by a 28 percent increase in domestic credit. The 
official retail price index rose 14 percent. The public 
perception, however, was that inflation was actually higher, 
particularly towards the end of the year. 


Employment: There are no reliable figures for unemployment in 
Sri Lanka. Semiofficial estimates place it at around 20 
percent. This probably understates unemployment, particularly 
among Sri Lankan youth. Provisional data suggest that 
employment grew modestly in 1988, but probably not by enough to 
absorb the increase in the labor force. Over 150,000 young Sri 
Lankans reach working age each year. 


Prospects: Economic growth is likely to slow in 1989. 
Unfavorable weather conditions have already had a severely 
negative impact on agricultural output. Fluctuations in world 
commodity prices could affect earnings in the plantation 
sector, but it is doubtful that prices will go up enough to 
offset the production losses to date, and they could just as 
well go down. Slack U.S. demand for the products of Sri 
Lanka’s garment industry slowed activity in this sector during 
the first half of 1989 and could affect the second half as 
well. Flooding in the key gem region of Ratnapura in May 1989 
hurt some mining operations which will need time to recover. 
The security situation remains a "wild card" factor with 


potentially negative consequences for economic growth and 
development. 


Whether the government meets its budget targets will depend 
mainly on its ability to restore normal revenue collections and 
trim defense spending. The former goal seems within reach, but 
cutting defense will be difficult in the current environment. 
High money supply growth is likely to continue, and inflation 
is a growing concern. With import growth outpacing export 
growth, both the trade and the balance of payments deficits are 
likely to increase. Debt service should remain in the vicinity 
of 30 percent. Negotiations between the government and the IMF 
concerning the release of the second tranche of the Structural 
Adjustment Facility (SAF) signed in February 1988 are currently 
in their early stages. Successful conclusion of these 
discussions would offer temporary relief from foreign exchange 
pressures. 


The government faces two significant economic policy challenges 
in 1989. One objective will be satisfactory progress in the 
IMF negotiations which will allow the release of the second SAF 
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tranche and convince foreign aid donors to continue their 
support for Sri Lanka. This presumably will require 
development and implementation of an adjustment program 
involving greater fiscal and monetary discipline, possible 
depreciation of the rupee and other economic reforms. The 
second challenge is the implementation of the Jana Saviya 
poverty alleviation program developed by President Premadasa. 
This initiative, which will involve monthly grants of RS. 2500 
to impoverished families, has become the centerpiece of the 
government’s economic program. Critics of Jana Saviya have 
stressed its inflationary potential, and the RS. 2500 grant has 
already prompted demands for higher wages from some sectors of 
the working population. Nevertheless, the government has made 
clear its belief that there will be no end to the problem of 
political unrest without addressing the problem of poverty. 


PART B - IMPLICATIONS FOR THE UNITED STATES 


Trade: Sri Lanka is relatively open to foreign trade. The 
government swept away most foreign exchange and import controls 
in 1977 and streamlined the tariff schedule in 1984. Tariff 
protection for domestic industries still impedes full access to 
the Sri Lankan market, but few U.S. goods are affected. 

Tighter credit controls on "nonessential" imports imposed in 
June 1989 may restrict demand, but their impact is uncertain at 
this time. 


The United States is Sri Lanka’s largest trading partner. Sri 
Lanka sent goods worth $367 million to the United States in 
1988, about one-quarter of the country’s exports. Garments 
accounted for almost 80 percent of the total. In turn, the 
United States shipped $153 million worth of goods to Sri 

Lanka. Wheat exports, valued at $75 million, and aircraft and 
parts, valued at $14 million, led the list. Most U.S. wheat 
sales have been financed by PL-480 concessional loans or 
supported by other U.S. Government programs. 


With a population of 16.7 million and a per capita GDP of less 
than $400, Sri Lanka represents a modest market for consumer 
items. Much of the rural population exists at a fairly basic 
level of development, but Colombo and other urban areas offer a 
more sophisticated group of consumers. In addition, many Sri 
Lankans have studied and worked overseas and are familiar with 
U.S. technology, goods and services. Depreciation of the rupee 
and tighter credit, however, are currently inhibiting the 
ability of these groups to purchase foreign goods. 
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Private investment has held up remarkably well, considering the 
unsettled conditions. Local firms and foreign joint ventures 
continue to expand their operations and offer a gradually 
growing market for capital and intermediate goods. Few large 
infrastructure projects are being undertaken, but a 
reconstruction program is planned for the war-torn northeastern 
section of the island. Financed by foreign aid, including a 
sizeable U.S. pledge, this project should lead to increased 
demand for a wide variety of goods -- including building 
materials, water and sanitation equipment, rolling stock, and 
electrical switchgear -- once political conditions permit work 
to begin in earnest. 


The Commercial Section of the U.S. Embassy in Colombo has 


identified the following products as having the best market 
potential: 


Automated Data Processing and Business Equipment 
Agricultural Equipment and Related Products 
Telecommunications Equipment 

Security Equipment 

Food Processing and Packing Equipment 
Pharmaceuticals and Medical Equipment 


Investment: U.S. investment in Sri Lanka has been modest. 
U.S. interest in Sri Lanka rose after the economic 
liberalization was implemented in 1977. Several U.S. firms 
opened plants in the country’s free trade zones. Since 1983, 
however, Sri Lanka’s unsettled political situation has 
diminished the country’s attractiveness to potential foreign 
investors. Despite this, new projects continue to be 


undertaken, especially in the free trade zones where security 
is less of a concern. 


The Sri Lankan Government actively seeks foreign investment and 
offers a wide range of tax and other concessions. While the 
garment and tourist industries have so far received most of the 
attention, the government encourages investment in other 
fields, including electronics assembly and raw materials 
processing. 


Two government bodies are responsible for foreign investment in 
Sri Lanka. The Greater Colombo Economic Commission (GCEC) 
manages the country’s two free trade zones. Factories in the 
zones can have up to 100 percent foreign ownership. The 
Foreign Investment Advisory Committee (FIAC) handles foreign 
investment outside the zones. FIAC-approved ventures normally 
limit foreign participation to a minority share, though 
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exceptions can and have been made. Interested U.S. firms 
should contact both of these bodies when considering investment 
in Sri Lanka. 


U.S. business people are encouraged to contact the Commercial 
Section of the U.S. Embassy in Colombo for further information 
on trade and investment opportunities in Sri Lanka. Inquiries 
should be sent to: 


U.S. Embassy 

210 Galle Road 
Colombo 3 

Sri Lanka 

Telephone: 548007 
Telex: 21305 AMEMB CE 


The Commercial Section can also be contacted through the U.S. 
State Department as follows: 


U.S. Embassy Colombo 
Department of State 
Washington DC, 20520-6100 


Many U.S. companies considering the Sri Lankan market will find 
participation in events sponsored by the U.S. Department of 
Commerce an excellent vehicle for promoting business in Sri 


Lanka during 1989. Interested firms should contact the U.S. 
Department of Commerce, International Trade Administration, 
Washington, D.C. or the district offices of Commerce’s 
International Trade Administration, located in many major 
cities. 
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